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This paper presents a two-country dynamic perfect foresight  Ricardian model with wealth
effects to study the relationship between government spending financed by alternative taxation,
the terms of trade and welfare.  An increase in domestic government spending financed by a
distortionary capital income tax leads the real exchange rate initially to appreciate (a pure
demand effect).  But along the transitional path an intertemporal terms of trade effect (a supply
side effect) operates and the real exchange rate depreciates to a steady state value ultimately
higher relative to the initial equilibrium.  The welfare of the domestic resident increases due to
a reversed immiserizing growth effect.
JELit Classification Codes:  F4, H87, C6.
Mailing Address: Marcelo Bianconi
                Associate Professor of Economics
                Tufts University
                Department of Economics, 111 Braker Hall
                Medford, MA 02155
                USA
                Ph. (617) 627-2677;
                Fax (617) 6273917;
                E-Mail: mbiancon@emerald.tufts.edu
Web: www.tufts.edu/~mbiancon
Revised version, September 2001
__________________________________________________________________________
* I thank the participants at the Macroeconomics Seminar of the Institute for Advanced Studies, Vienna, and
Stephen Turnovsky for useful comments on a previous version of this paper.  I thank the insightful comments and
suggestions of three anonymous referees for this journal, as well as the co-editor Jack Mintz for valuable
comments and suggestions.  Any errors or shortcomings are my own.WORKING PAPER SERIES 2003
ase.tufts.edu/econ/papers
2003-01  BIANCONI, Marcelo. Private Information, Growth and Asset
Prices with Stochastic Disturbances.
2003-02  BIANCONI, Marcelo. Fiscal Policy and the Terms of Trade in an
Analytical Two-Country Dynamic Model.
2003-03  BROWN, Drusilla K., Alan V. DEARDORFF, and Robert M.
STERN. The Effects of Multinational Production on Wages and
Working Conditions in Developing Countries.
2003-04  BROWN, Drusilla K., Alan V. DEARDORFF, and Robert M.
STERN. The Determinants of Child Labor: Theory and Evidence.
2003-05  BROWN, Drusilla K., Alan V. DEARDORFF, and Robert M.
STERN. Computational Analysis of Multilateral Trade
Liberalization in the Uruguay Round and Doha Development
Round.
2003-06  BROWN, Drusilla K., Alan V. DEARDORFF, and Robert M.
STERN. Multilateral, Regional, and Bilateral Trade-Policy
Options for the United States and Japan.
2003-07  METCALF, Gilbert E., Mustafa H. BABIKER, and John REILLY.
A Note on Weak Double Dividends.
2003-08  EGGLESTON, Karen, Nolan MILLER, and Richard
ZECKHAUSER. Provider Choice of Quality and Surplus.
2003-09  DOWNES, Thomas. School Finance Reform and School Quality:
Lessons from Vermont.2003-10  GABAIX, Xavier and Yannis M. IOANNIDES. The Evolution of
City Size Distributions.
2003-11  BIR, Anupa and Karen EGGLESTON. Physician Dual Practice:
Access Enhancement or Demand Inducement?
2003-12  BIANCONI, Marcelo and Walter H. FISHER. Intertemporal
Budget Policies and Macroeconomic Adjustment in a Small Open
Economy.
2003-13  IOANNIDES, Yannis M. Complexity and Organizational
Architecture.
2003-14  DRUSILLA, Brown K. and NORMAN, George; Optimal
Intellectual Property Rights Exhaustion and Humanitarian
Assistance during a National Health Emergency.
2003-15  DAPICE, David O. Vietnam's Economy: Success Story or Weird
Dualism? A SWOT Analysis.
2003-16  METCALF, Gilbert E. Pollution Taxes in a Second-Best World.